THE TIME VALUE OF MONEY
AND COMPOUNDING
It is essential to understand the basics of this, although you don’t have to understand the mechanics of it.  The reason you want to know this is that it will affect how you invest your moneys and/or pay off debts.  Without this knowledge you could be misled, especially when talking about money used over the long term.

Ignoring any greed for material things, which would you rather have: a dollar right now or a dollar fifteen years from now.  Of course, all other things being equal, you’d rather have the dollar now, as it has more value now than 15 years from now.

The same is true in financial circles, though it is all tied together with “rates of return”.  Rates of return are stated in terms of percentages.  If you invest $10,000 and receive in return for having invested or lent the money $500 a year, you are earning 5% (which, unless stated otherwise, always means “per year”).  If it is in a Certificate of Deposit, it is called interest (interest rate or rate of return in the form of interest).  On a stock that is a high dividend stock, it is called dividend return.  In an investment, it is called investment rate of return.  
Since a dollar in the future is different than a dollar right now, there must be some means to evaluate the value of these dollars in some “comparable” terms.  

For instance, if one knows one can earn 5% interest on a dollar, then, in investment terms, one would say a $1.00 now is worth the same as a $1.05 in one year, since a $1.00 plus 5% (5% of a $1.00 = $.05) equals that number.  
Table of equivalent dollars, if the “opportunity rate of return” is 5%:

Refer back to this as you read the explanation:

	Time
	Equivalent to $1.00 now
	What amount of money at 5%, if invested now would equal a 1.00 received in the future
	If one invests $1 per year at the end of a year, one has, at the end of the period
	Individual dollars invested
	Difference

(interest earned)

	Now
	1.00
	
	
	
	

	1 year
	1.05
	.952
	1.00
	1
	0

	2 years
	1.1025
	.907
	2.05
	2
	.05

	10 years
	1.6289
	.614
	12.58
	10
	2.58

	30 years
	4.3219
	.231
	66.44
	30
	36.44


A dollar now is worth the same as $1.1025 2 years from now.  But why, if I earned $.05 on a dollar the first year, did the second year balance not only include an extra $.05 for the extra year that passed, for a total added of $.10?   Simply because when we earn interest and that interest is left in the account, it will also earn interest (on the interest).   At the beginning of the first year, I “lent” the bank $1.00 and it paid me $.05.  However, at the end of the year, including the first year’s interest, I left $1.05 with the bank if I didn’t withdraw my $.05 interest earned – and certainly I deserve interest on all the money I left there, regardless of the source!  So, I earned 5% on the extra $.05, or $.0025 (a ¼ of a cent), that I invested for the extra year.  If I leave money in my account or if I don’t pay interest on a loan I have, then I earn that “interest on interest”, which is called “compound interest”.  

Einstein once said compounding is the “eighth wonder of the world.”   So, it pays to know about it and even more to understand it.

So, let’s discuss the chart of equivalent dollars above.  
Can I add up $1 now and $1 one year from now and call it $2 now?  Or $2 at the end of 1 year?  
No, because there is a rate of return!

You would be adding apples and oranges (i.e. time differentiated dollars that are not the same so they can’t be legitimately put into one total and mean anything!).  
If I took $.952 (95.2 cents) now and invested it for 1 year at 5%, it would equal $1 one year from now, so a $1 now is equal to a $1 now and a $1 one year from now is equal to $.952 now, so the legitimate total of a $1 now plus a dollar a year from now is $1.952 in “now dollars.”  Basically, to add any financial effects up into one amount, one must determine the value in terms of “equivalent dollars” for the relevant time (i.e. “now” dollars or “ten year from now” dollars).  

The point here is that you should 
1.  Never accept a total that adds non-equivalent dollars.

2.  Never consider alternatives without adjusting for compound interest!!!!
See also (following right after this part):

    An Example Of A Use Of The Idea Of Compounding
    Helpful Additional Readings:

__________________________________________________________________________

AN EXAMPLE OF A USE OF THE IDEA OF COMPOUNDING.

Mortgage pre-payment “plan”

If a “mortgage pre-payment” advocate said to make extra payments on your mortgage, would that be good advice if you could, instead of saving some interest on the mortgage, earn a greater return on another investment over the long term?  
Absolutely not.

But if the advocate said there is no better investment and told you that you could reduce your mortgage through paying extra so that your mortgage was paid off in only 10 years (!) so “you wouldn’t be burdened with all that extra interest” and/or “you’d beat the lenders at their own business”, wouldn’t you be tempted?

If he told you that you would save $182,262 on a $200,000, 6.5% interest, 30 year mortgage if you merely prepaid an extra $1,000 a month, wouldn’t you be impressed?  However, if you could have invested that money elsewhere at 7% interest, so you’d end up with more money in the long run than if you prepaid the mortgage, would you be as impressed?  Or if he told you that the $182,262 saved was actually worth far less in “now” dollars, would you be as impressed? 
Hopefully not.  

Should you pre-pay your mortgage if you have no better use for your money?  Yes.  It is better to save 6.5% interest rather than let money sit in an account at 4% or 0%, of course.  But you’ve got to look at the other options for using the extra money you have every month.

The key discipline here is to have an automatic extra payment (from the extra amount you earn in excess of your expenses) go into the highest return account or highest cost account (e.g. a high interest credit card).  You’ll be better off in the long term and you’ll have no extra “pressure” in not having a mortgage paid off, as you’ll have extra money set aside to instantly be able to pay it off if you so choose.  (See the discussion showing how you’d have more assets than debt if you used this strategy under Prepay My Mortgage?  The Simplified Version on the Website.
)
Don’t be scared by the “mortgage scare” – it’s merely playing on your fears.  

Use a professional advisor who has no stake in selling you a mortgage prepayment program. 

HELPFUL ADDITIONAL READINGS:
http://money.howstuffworks.com/how-to-million-dollars.htm
http://en.wikipedia.org/wiki/Compound_interest 
The resources at http://www.thelifemanagementalliance.com/Resources/ByArea/FinancialMaterialResources.html
(Go to www.thelifemanagementalliance.com, Financial/Material and click on Financial/Material Resources or if reading this on that website simply press ctrl button and click on the link, look at Financial Planning books, particularly Quinn)
� At � HYPERLINK "http://www.thelifemanagementalliance.com" ��www.thelifemanagementalliance.com� , Financial/Material, Financial Planning, Home
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